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SUMMARY 


° The Bank of Montreal's profits, while large in total 
volume, have not been "excessive" in terms of the two most 
generally accepted measures of bank profitability: 

-- Return on assets has been remarkably consistent over 
the years, accurately reflecting the predominant role 
of asset growth as a determinant of profit growth. 

-- Return on equity has risen since the early 1970s, but 
not as rapidly as either inflation or rates of return 
expected by existing and prospective shareholders. 

; The Bank's profits have not been sufficient to meet, 
through retained earnings, the need to keep its capital base 
growing in line with asset growth. However, they were 
sufficient to enable it to raise in the marketplace the 
capital and deposits required to support the large increases 
in loan volumes. 

4 Profits were not sufficient, however, to maintain the 
value of Bank of Montreal shares on the market: the price of 
the Bank's common shares has dropped roughly one-third, from 
previous highs just over one year ago. 

° The Bank's international business has been growing more 
rapidly than its domestic. Funds for international lending 
are raised entirely abroad; in addition, the Canadian banking 
system channels billions of dollars of foreign deposits to 


Canadian borrowers every year. 
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. Banks do not profit from high interest rates. The 
principal determinants of a bank's profits are volume and 
spread* -- the difference between what it pays for deposits 
and what it collects on loans. Spread can be influenced by 
rapid rises or falls in interest rates, which are due to 
leads and lags in the financial system, but such influences 
are temporary, and over time the upward and downward trends 
tend to cancel each other out. Last year, when the prime 
rate was at a record high level, the Bank's spread was 
Slightly below its five-year average.** 

. Banks are not, however, immune to the effects of high 
interest rates. While the Bank's deposit base grew by almost 
two and a half times since 1977, interest expense rose more 
than six times. Savers benefit from high interest rates. 
The banks themselves face heightened risk; high interest 
rates hurt borrowers, and, accordingly, loan losses for banks 


are increasing. 


ee Appendix attache or definitions o anking terms. 


**A11 figures in this brief are reported in accordance with 
the Bank Act of 1967 with the exception of those for fiscal 
year 1982, which are reported in accordance with the Bank 
Act of 1980. Bank fiscal years begin November 1 and end 
October 31. 
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I. INTRODUCTION 


The question of bank profits cannot be separated from 
the question of the soundness of the banking system. 

The chartered banks play three essential roles in the 
Canadian economy. 

: They are the key participants in the nation's payments 
system, the core of day-to-day economic life. 

: They serve as safe repositories of Canadians' savings. 

~ Through the lending process, they serve as mobilizers of 
savings to finance economic growth. 

If banks are to perform these roles effectively, they 
must remain sound in good times and bad. 

Banks can remain sound only if they increase their 
capital in line with growth in their loans and other assets. 
A key function of bank capital is to provide a cushion 
against unexpected losses, thus assuring the safety of 
depositors' savings. The ratio of capital to assets is the 
measure of a bank's capacity to handle risk. Capital 
adequacy is thus essential to public confidence in banks. 

Profits contribute to capital both directly -= and 
indirectly. About 70% of the profits of chartered banks are 
retained and thus are added directly to the capital base. 
Profits also contribute indirectly since they are the source 


of dividends, which must be sufficient to enable banks to 
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raise equity capital in the market -- the other main source 
of capital. 

In short, if banks are to be in a position to perform 
their essential roles, as they increase lending they must 
also increase profits. 

Canadian banking is a classic high volume, low margin 
business. The volume of the Bank of Montreal's business is 
measured in billions of dollars, its profits in millions. 
Yet its rate of profitability is measured in only fractions 
of a single percentage point. 

The Bank of Montreal's lending has increased 
substantially in recent years. In 1967, for example, after 
150 years in business, the Bank of Montreal had $6.1 billion 
in assets. Fourteen years later, by the end of 1981, assets 
totalled $63.8 billion. 

Over the past few years, the Bank has experienced a 
rapid surge in loan volumes, due in large part to the 
aberrant behaviour of the economy. The combination of high 
and volatile interest rates together with high inflation 
gravely weakened the corporate bond market. Lenders, faced 
with greater uncertainty and greater risk, became 
increasingly reluctant to tie up their money for long terms. 
At the same time, the federal and some provincial 
governments, in a period of heavy deficit financing, were 


making use of most of the bond market's diminished capacity 
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to raise long-term funds. 

The combination of market weakness and government demand 
forced corporations to postpone long-term capital financing. 
They turned instead to the banks for short- and medium-term 
assistance. In effect, the banks became lenders of last 
resort for business constrained by the difficult economic 
climate (see Appendix 2). Over the past two years, the bulk 
of the Bank of Montreal's loan growth resulted from business 
borrowing; business loans grew 82.6%, while consumer loans 
rose only 35.0% since 1979. 

There was also a period of heavy borrowing for the 
purpose of financing takeovers. This was particularly so in 
the first half of 1981, notably in the energy field, as 
Canadian corporations hastened to take advantage of the terms 
of the National Energy Program. 

The banks, in short, faced a period of extraordinary 
demand for funds -- extraordinary in terms of both quantity 
and motivation. The unusual volume of loans caused the total 
volume of profits to rise to record levels. Bank 
profitability, however, did not rise. It remained at no more 
than average levels. 

Some of the anomalies that caused loan volumes to rise 
so rapidly seem now to be disappearing. In the last quarter 
of 1981 and the first two quarters of this year, the growth 


rate of the Bank of Montreal's business fell off sharply. [In 
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the first half of this year, the volume of profits as well as 
the level of profitability dropped dramatically. 

The volume of profits last year nonetheless has given 
rise to the question: were profits excessive? An equally 


pertinent question is: given their role, were they adequate? 
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II. ARE BANK OF MONTREAL PROFITS EXCESSIVE? 


Return on Assets 

Bank profitability is most commonly measured by return 
On average assets -- that is, the net profit earned from each 
$100 block of assets. 

Since 1972, the Bank of Montreal's annual return on 
assets has averaged 57 cents per $100 (compared to 58 cents 
for the banking industry as a whole). In the last five 
years, average return improved slightly to 63 cents per $100 
of assets (compared to 56 cents for the industry as a 
whole). This resulted mainly from improvements in operating 
efficiency and from the resolution of some financial and 
Management problems at the Bank in the early 1970s (see Chart 
I, also Appendix 3). 

Last year's return was 64 cents, making 1981. an 
average year in terms of longer-term trends in Bank 
profitability. In the first half of 1982, annualized return 
on assets fell abruptly to 42 cents. Such extreme short-term 
fluctuations are usually temporary. The only anomaly in the 
last decade came in 1974, when annual return on assets 
plunged to 35 cents per $100. 

These figures (0.57% for ten years, 0.63% for five 
years, 0.64% last year) translate into rates of return of 


about six-tenths of one percentage point. Though shifts of 
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RETURN ON AVERAGE ASSETS 


CHART I 


RETURN ON AVERAGE ASSETS 


1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 


CHART I 


A ten-year history of the Bank's return on assets - 
a profitability measurement which enables one to 
compare the profitability of banks of different 
sizes, or of a given bank from one time period to 
another. 

The Bank's profits have ranged from a low of 35 
cents on each $100 of assets in 1974 up to 69 cents 
ine’ 1978. Over the last five years, return has 
averaged 63 cents, with the last three years in 
particular showing very little movement around the 


average: 
1979 - 65 cents 
1980 - 62 cents 
1981 - 64 cents 


0.05% or 0.10% are of vital significance to the Bank to 
maintain investor confidence, they account for an 


infinitesimal portion of the economy's cost of borrowing. 


a 
a. 
| 


yaa Beer Mima er am 


~ 22 ORES 
as ang. 


fan 10 adned 96 y2) Lides230%q | 
poiseq. smi onl mora. zoad avy & Yo 20 ,eeonte 
ne eK gai tosq: elsina®? ofB Lom 
ete 89 GO? dose cto aertdnee 


4eef of? wavO 89: ni, 


Zt to woh & moth. De 
eines &9 Bo gu vee 


cad nsises eet Ws 
al eiusay aard? 7 ef9 dstw ,einso C8 bepsaytevs 
ait ones Inéenavel ahaa yyev eniwoie pater 
SER TSV 

asee 7. ere! 

aARaD | ~- ObeT Mg 

agneo £8 -— (52! f ; 

:- 
~s ) sie 


' / 
og anea a) O82 asneokt lap ape to Sap 707.0 36 ae” 
; ‘ee 7s, : a 
“ns wi moms  YeR? years Inco . godsesval atedniee | 
pitweryved to datb 2 ymanose ens to nol?s20¢g ianteesint3 ni 


‘ 


By the same token, the Bank's management must strive to 
maintain profitability within an extremely narrow margin. 

In fact, virtually all the improvement in Bank 
profitability over the longer term has come from improvements 
in productivity. For example, in response to burgeoning 
transaction loads and increasing costs of processing, the 
Bank has invested heavily in computer technology, which has 
greatly increased efficiency. Since 1977, while Bank assets 
have grown by 153%, the number of employees has grown by only 
6.9%. Over the same period, overhead expenses have grown at 
about two-thirds the asset growth rate (see Appendix 4). 

The remarkable stability of Bank profitability over time 
results most directly from the fact that profits tend to 
grow on average at the same pace as assets. Since 1972, both 
assets and profits have increased by exactly 465%, an annual 
compound rate of 21.2%. Over the long haul, growth in dollar 
volume of profits has been almost entirely due to 
corresponding growth in the volume of loans and investments, 
and only marginally to improvement in profitability (see 
Chart II, also Appendix 5). 

In some years, assets grow more quickly than profits; in 
others, vice versa. A variety of factors account for this: 
short-term fluctuations in interest rates, sudden bursts in 
loan growth, overhead costs and management decisions. But 


the long-term trend has been to parallel growth. 
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ASSETS AND PROFITS HISTORICAL GROWTH 


CHART II 
ASSETS 
(LEFT SCALE-S$BILLIONS) 700 
PROFITS 
(RIGHT SCALE-S$MILLIONS) 
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CHART II 
A ten-year history of year-end assets and 
DYOLLee. 
Since 1972, the trend has been for assets and 
profits to grow in parallel. The driving force 


behind profit growth has been growth in the Bank's 
dollar volume of business. 


In recent years, the trend has been for assets to grow 
more quickly than profits. Since 1979, assets have grown at 
an annual compound rate of 29.2%, profits at 25.2%. Last 
year, that trend was temporarily reversed, with assets 
growing 30.7% and profits 36.2%. In the first half of this 


year, however, assets grew 15.3%, while profits declined 
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24.7%, when compared to the same period last year. Such 
temporary gains and reversals tend to cancel each other out. 
Return on Equity 

Return on equity is another standard gauge of bank 
profitability. This measure helps investors to compare 
investment opportunities among different industries or among 
firms in the same industry. It is not, however, a measure of 
the market yield to holders of bank shares. 

Over the past decade, the banking industry's return on 
equity has improved steadily. The pattern of increase, 
however, has served only to maintain banks' ranking in the 
upper third of major Canadian industries in terms of return 
on equity. From 1971 to 1980, the chartered banks ranked 
11th among 33 industrial groupings. 

The Bank of Montreal's return on equity has averaged 
16.8% over the last ten years, 18.9% over the last five 
years, and stood last year at 20.0% (see Chart III, also 
Appendix 6). This is somewhat higher than that of the 
banking industry as a whole. The advantage has been slight, 
however, and has not resulted in a better share performance 
relative to other banks. 

Since 1972, the Bank of Montreal's return on equity has 
improved, although not on ae_e steady course. Gradual 
improvement in the return on assets has helped. But a 


powerful force behind the improvement has been the fact that 
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% RETURN ON AVERAGE EQUITY 
RETURN ON AVERAGE EQUITY © 


ETURN ON AVERAGE EQUITY 
ADJUSTED TO C.P.I.(EXCL, FOOD) 


1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 


CHART III 
What the Bank is earning on shareholders' investment. 

ROE aS averaged -8% over the past 0 years, and 
last year's return of 20% was in line with the five-year 
average of 18.9%. However, ROE adjusted for inflation 
has been substantially lower and has actually declined 
in recent years. The inflation adjusted ROE’ was 


actually lower last year than it was in 1972. 


for most of this period assets, and the dollar volume of 
profits, have grown more quickly than the Bank's equity base 
-- and as a consequence, more profits were earned per dollar 
of equity. The other side of the coin, of course, is a 


decline in the ratio of capital to assets. Accordingly, for 
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reasons of financial prudence, the Bank has taken decisive 
action to reverse the trend towards a declining capital ratio 
and, today, this ratio stands at its highest level since 
1972. Other things being equal, this will tend to reduce the 
Bank's return on equity. 

Given the fact that relatively slow equity growth can 
make only a temporary contribution to return on equity, it is 
questionable whether the improvement has been sufficient -- 
especially in the context of general economic, financial and 
Stock market conditions. 

The increase in the Bank of Montreal's return on equity 
has not kept pace with inflation. For the investor, 
persistent inflation has meant that a return on equity of 20% 
in 1981 was lower in real terms than, say, the 16.5% return 
on equity in 1977. The Bank's return on equity, adjusted for 
inflation, has consequently declined over the past five years 


(see Table below). 


Year Return on Equity CPI (ex-food )* ROE-CPI 
1977 16.5% 7.8% 8.7% 
1978 20.5 6.4 14.1 
1979 18.9 129 AdvexO 
1980 18.6 100 8.6 
1981 20°. 0 1253 lest 


Source: Statistics Canada 

*Food prices, which are volatile, are frequently removed from 
the CPI to give a more reliable measure of Canada's "core" 
inflation rate. 
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Nor has return on equity risen as quickly as interest 
rates. The erosion of the so-called risk premium demanded by 
equity investors has been dramatic when Bank of Montreal 
returns are compared to the short-term interest rates on 
virtually risk-free Government of Canada Treasury notes. When 
adjusted for rising interest rates, especially short-term 
rates, return on equity has tended to decline in the last five 


years (see Table below). 


Average Rate/ ROE- 
Return on 90-day Treasury 

Year Equity Treasury Notes Notes 
1977 16.5% 7.5% 9.0% 
1978 2025 a | 12.4 
1979 18.9 Velte2 (hast 
1980 18.6 25-5 Geil 
1981 20'.0 lies Lie 
Source: Statistics Canada. 


equity 


In addition, 


figures do not 


and perhaps more importantly, return 


reflect actual market return 


on 


to 


shareholders. Capital gains have been limited by sluggish 


share price performance on the stock market. And dividend 
yields are limited by the fact that the Bank has found it 
necessary to retain about 70% of its earnings to service its 
capital base. 

Judgement of Investors 


Indeed, investors' judgement about bank shares is a 


Ehivda andication of profitability. 
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For some years, investors have been concerned about bank 
profitability and, more recently, about the mounting risk 
exposure in banking resulting from weakening corporate 
balance sheets, volatile interest rates, and slow economic 
growth. This concern has been reflected in downward pressure 
on the price of bank shares. For a decade, in fact, the 
price appreciation of Bank of Montreal shares (and bank 
shares in general) has consistently lagged behind that of the 
Toronto Stock Exchange composite index. Bank price/earnings 
ratios have also been consistently lower than those of the 
TSE composite ratio (see Appendix 7). 

Annual market rates of return to shareholders on Bank 
shares, including both capital gains and dividends, 
illustrate the reasons for investor concerns. For a 
shareholder who bought Bank stock at the end of 1971, and 
sold at the end of 1981, the annual market return would have 
been 9.8% -- in stark contrast to the Bank of Montreal's 
ten-year average return on equity of 16.8%. For the 
five-year period 1977-81, the annual market return on Bank of 
Montreal shares would have been 17.9%, one percent less than 
average return on equity over the same period. In the most 
recent two-year period, the annual market’ return to 
shareholders fell to 12.7%, again well below the Bank's 
average return on equity of 19.3% for the same period. By 


way of comparison, shares in the Toronto Stock Exchange 
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composite index would have offered somewhat higher annual 
market returns to investors -- 11.9% over ten years, 18.4% 
over five years, and 13.2% over the last two years (see 
Appendix 7). 

It is relevant in this connection to recall precisely 
who has a stake in bank share performance. The Bank of 
Montreal is 95% Canadian owned. It has 81,000 common and 
preferred shareholders -- some of them wealthy, the great 
Majority not. Among shareholders are many pension funds and 
insurance companies. Through these institutions, the 
millions of Canadians with insurance or pension plans also 
have a stake in the Bank's profits (see Appendix 8). 
Conclusion 

Bank of Montreal profits have clearly not been excessive 
by either of the usual standards of measurement or in the 
judgement of investors. 

Indeed, as will be seen in an examination of the Bank of 
Montreal's capital base, the more realistic question is, are 


bank profits adequate to do their job? 
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III. ARE PROFITS ADEQUATE? 


The main job of profits, as has been stated, is to 
strengthen the capital base and thus to safeguard public 
confidence in the banking system. 

The confidence of depositors, for example, is critical 
to the smooth functioning of the Bank, since they provide 
about 95% of the funding for the Bank's’ loans-~ and 
investments. Another 3.75% comes from equity, while the 
remainder comes from the sale of long-term debt instruments 
such as debentures. 

The capital base must be built in line with asset 
growth. Bank capital adequacy is clearly in the public 
interest. Only a sound capital-to-assets ratio can ensure 
that shareholders, not depositors, bear the heightened risks 
associated with rapid asset growth. 

There is no formal yardstick to determine how much 
capital banks should maintain in relation to loan volume*. 
Indeed, the prudent ratio of capital to assets for a bank 
will vary somewhat depending on the risks characteristic of 
its loans. Market forces and prudence dictate required 
capital-to-assets ratios. 

*Although there is aS yet no legal definition of what 
constitutes adequate capital, the 1980 Bank Act gave the 
Minister of Finance the power to establish regulations. The 
Inspector General of Banks has recently indicated that a 


further decrease in capital-to-assets ratio of the Canadian 
banking system would not be appropriate. 
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A capital-poor bank can be seen as a credit risk, 
particularly by institutional domestic and foreign 
depositors, who can bring pressure to bear by withdrawing 
their funds or charging the bank higher interest for the use 
of their money. This in turn would force a bank either to 
reduce its lending or increase interest rates on its loans. 

The fact that the Bank of Montreal's soundness remains 
unquestioned is due in no small part to its maintenance of an 
adequate capital base. Capital adequacy is critical to the 
Bank's ability to deal regularly and in large dollar volumes 
on world and Canadian money markets. To mobilize funds 
qdtcrity, aS waS necessary in the recent surge in asset 
growth, a bank must keep the confidence of institutional 
investors and "wholesale" depositors. A strong capital base 
permits the Bank to raise large amounts of deposit funds at 
wholesale cost and to pass along those savings to borrowers. 
Sources of Capital 

The most readily available source of capital is retained 
earnings. But assets have grown so quickly in the past five 
years that even by retaining 70% of its earnings, the Bank 
has had difficulty keeping its capital base expanding at what 
it considers a satisfactory pace. From’ 1977 Witotmosigeithe 
Bank's retained earnings of $800 million could have sustained 


asset growth of about $25 billion, or roughly six-tenths of 


enismo® sephbarice e's, 


ne 20 sonsnognism wat oF ri 3 oi r wi at betohsesupny . 
off of Iepatso =) ySeupsbe Te ale sa tat | van oe 
eonuioy amilob sem! al bas Yl (fF Lhe Bo 
ebaut esiiden oP  ,edextzam oe 
soons nak apie sneoss std i” yitestaen’ ssw ha \eitolup — 
fanobugtdant Yo eonabitaes! et! geet” faim tied 6 awere - 
‘easd Intiqss pacsie ®) < | esvnt 7 


+8 shaw? siseqad 20 8 


benistey af isatges to a. yithews seo om! at ae 
ovit deeq on mt ee svat ‘nseeun’ sen tavlautes 

Ans@ ong \ Spiers ett to GOT gainisiss yd Hews Jedd” alas =! 
sedw de pnibuetae send Enatget ad! potqued yatdota26 "Rel Gat anim 
eft ,f Ret og TVG? mow .epaq yresvetalise «8 axsblenod St a 
henistav® eved bigos eokitim 008@ 30 epainzse becisjex eo iqae , 
Io edunet~sta ytdpyew xo \MOIELid a? Jvods Ao diwoup jpeas | 


i i 


7. 


the actual asset growth of $43.3 billion.* 

The Bank has maintained a prudent ratio of capital to 
assets. Yet retained earnings have quite clearly been 
insufficient, by themselves, to meet rapid growth in capital 
needs. This indicates that return on assets has not improved 
quickly enough to support the growth in assets that the Bank 
has been called upon to supply. 

The Bank, therefore, has at times taken steps’ to 
moderate the rate of asset growth, particulariy? “in 
international markets, to the extent considered feasible 
under highly competitive conditions. In the main, however, 
Tt has turned more and more to the other principal source of 
bank capital, equity raised from investors in the _ stock 
market and debentures. Equity, the only permanent type of 
capital, has been especially difficult to raise. The reason 
is basically the same: Bank profitability has not been high 
enough -- in this case, to maintain the Bank's share-price 
performance. By expanding equity, moreover, the Bank has put 
downward pressure on return on equity, which has further 
eroded the market price of its shares. From the Bank's 
standpoint, undervalued shares drive up the cost of raising 
new equity, while high interest rates drive up the cost of 
issuing debentures. 

*¥This assumes thatthe Bank maintained a constant 
capital-to-assets ratio of 3.3% in this period, this being 
quite close to its actual average ratio. The ratio was 3.8% 


at April 30, 1982, the latest date for which figures are 
available. 
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In short, the demand of the Bank of Montreal's customers 
for credit in recent years has made it very difficult for the 
Bank to keep its capital base growing at what it deems a 
prudent rate. At times over the past ten years, the Bank's 


capital-to-assets ratio has been eroded (see Chart IV, also 


! 


RATIO OF CAPITAL TO TOTAL ASSETS 
- CHART IV 


YEAR END 
END OF 2nd QUARTER 1982 


1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 


CHART IV 


Ratio of capital (excluding debentures) to total assets over 
ten years. 

As the chart indicates, this ratio has declined 
during the past decade, but has remained at prudent levels. 
Since October, 1981, the Bank of Montreal has substantially 
increased its ratio to the highest level in almost a decade. 
(Ratio at October 31 each full year and at April 30, 1982.) 
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Appendix 9). Each time, however, the Bank has taken decisive 
action to remedy such lags in capital expansion. It has sold 
shares on the market and introduced a variety of 
share-conversions and a dividend-reinvestment plan. 

During 1981, the Bank and its subsidiaries raised over 
$1 billion in new capital, of which $475 million was equity, 
the balance debentures. In a period when the risks of 
lending have been increasing, the Bank has worked exceedingly 
hard to build its capital base. At $3.14 billion (including 
$741 million in debentures), it is now one of the strongest 
in relation to assets in the industry. 

If banks ever faced really serious problems in 
Maintaining their capital, the impact could be felt well 
beyond the stock market. The banks would in prudence have no 
alternative but to restrict the growth of the "asset side" of 
their capital-to-assets ratio. Bank credit would have to be 
curtailed, thereby raising borrowing costs and _ putting 
further strains on the Canadian economy. 

The Bank of Montreal in recent years has worked its 
capital base at 100% capacity to produce fresh loans for 
Canadian businesses, industries, exports, farmers and 
homeowners. What might have happened had the Bank of 
Montreal, and other banks, been unable to meet’ the 


extraordinary surge in market demand for credit in Canada? 
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International Lending 

Some critics argue that in order to prevent assets from 
Outgrowing the capital base, Canadian banks should limit 
international lending. This would both relieve pressure on 
the banks' capital base and increase the dollar volume of 
lending in Canada. 

This proposal ignores the substantial contribution 
Canadian banks make to the Canadian economy precisely because 
they have such a strong presence in international markets. 

In a country such as Canada, where exports account for 
about 30% of GNP, it is essential to have world-class 
Canadian banks. But neither the Bank of Montreal nor any 
other Canadian bank could maintain its international standing 
simply by relying on Canadian export business. 

The Bank of Montreal operates in international markets 
as lender, deposit gatherer and syndicated loan manager, in 
addition to its role as specialist in trade financing. 
Financing arrangements are now a key element in winning major 
trade contracts. To give Canadian business an advantage, 
Canadian banks must maintain an extensive presence in foreign 
money markets. 

The Canadian banks' presence in world money markets is 
strengthened by their size, incidentally. As it is, the Bank 
of Montreal, while the third largest in Canada, is only the 


50th largest in the world. The Bank must compete with the 
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world's banking giants £on the business of large 
multinational corporations and foreign government accounts. 
If the Bank were smaller, it might not have the competitive 
punch to vie for business with the strongest banks of the 
United States, Europe and Japan. 

The international activity of Canadian banks contributes 
to the Canadian economy in other ways besides servicing 
Canadian exporters and Canada's potential customers. It is 
an export industry. When the Bank of Montreal does business 
abroad, it is exporting Canadian banking services and 
expertise. The profits on these services return to Canada, 
helping the national balance of payments. 

In the last five years, international profits and 
assets* have grown rapidly -- from about a quarter of the 
Bank’en) totals, ini ali927-79:«toe,about sya)» third).-in, +1981. 
International profitability was higher than domestic return 
on assets in all years but 1981. International lending, in 
other words, contributed relatively more to profit growth 
than did domestic lending (see Appendix 10). 

Apart from the positive contribution this makes’ to 
Canada's balance of payments, these profits, once brought 
home, are either distributed to Canadian shareholders as 
dividend payments or retained to support more lending. 


*defined aS assets and profits of the Bank's international 


division and related operations in Canada. 


gosudisines | 
paioivise ae ster 
ab 31 didi 6 
 gaenteud aeob grapes se yrds snk 
bie aenkveea palsnad nethensd paksaodks Pra 
\shuas? of muses Bebkysee eters no adiioxg bar eens 
-agnomyed 30 eoneled Isaol ster end pnigted | “a t 

one usbtoxg Innotdanzeamt \e3eey9 eld seat sts nt ret oa 
oid Xo wedxeup B tods) a 
eet wb balde 6 te 
nxvtes siiteemob asad sgt a NERC 
nt  enltnet fenokiensetal — he feet gud asasy sim ni siesns. bien ee 
davoxp si2ouq oF @x0m ylevitetes besualasnew” \ &hxow tesa” . an 
(0 xknedgé esa) patbnol viseenoh bb nnnged Pie 2 

o¢ sodem eid) noltudivines evltieoq 93 moa J16qh Ty are and 
tdpuord sono .,ezitowg seed? ,aiaomysd to fons ton a it 


ne stebfotessia asibensD of Bexyodiastelb seiiglo syA vomon 
-prtboel exom Jsoggee oF Benisis: 10 ‘etnemveq Brebivip 


gnolvanssdat e'anee sds %o 6311034 Sse BIs226 36 Seat YoBr 
.ebened ni enolisxego beasiox bos nolwiyes 


22. 


Some people advocate limits on international lending, 
not because they are concerned about the growth of bank 
lending in relation to capital, but because they believe that 
Canadian deposit money is drained off to support foreign 
loans. 

What is not realized is that funds for lending abroad 
are raised entirely in foreign currency on world financial 
markets. Indeed, far from reducing the amount of deposits 
available for lending in Canada, the international operations 
of Canadian banks actually channel billions of dollars of 
foreign deposits to Canadian borrowers each year. 

Net funds raised abroad by chartered banks for loans to 
Canadian residents have increased fairly steadily from $1.4 
billion in 1977 to $17.9 billion last year. Quite clearly, 
in recent years, Canadian customers of chartered banks have 
consistently been borrowers from the world money markets, not 
lenders of money to foreign countries. 

Conclusion 

Since 1977, the Bank of Montreal's assets have grown 
quickly, at an annual compound rate of 26.1%. This was 
possible only because of the Bank's ability to assemble the 
capital required to support that growth. That ability was 


vitally dependent upon the Bank's profits. 
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IV. MISCONCEPTIONS ABOUT BANK PROFITS 


High Interest Rates and Competition 

Much of the public concern about bank profits seems to 
arise from a perception that the "big five" chartered banks 
dominate the Canadian financial scene and unilaterally set 
interest rates to guarantee healthy profits. 

On the contrary, banking, at both the international and 
domestic levels, is fiercely competitive. In Canada, the 
Bank of Montreal competes in a wide range of products and 
services with 55 other banks, 44 of them newly chartered 
foreign banks, many of which were operating under a non-bank 
status until passage of the 1980 Bank Act. The Bank also 
competes for deposits and consumer and mortgage lending 
business with trust companies, mortgage loan companies, 
credit unions, and caisses populaires (see Table, next 
page). Since there are between 50 and 200 major competitors 
in its various markets, the Bank must offer competitive 
interest rates on its loans and deposits -- as well as the 
highest quality services -- if it is to stay in business. 

The general uniformity of interest rates has often been 
cited as evidence that banks do not compete freely. In fact, 
interest rates adjust quickly to uniform, nation-wide levels 
because of competition, not for lack of it. Interest rates 


are widely publicized and depositors are free to shift their 
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Table 


Trust & 


Number of Major Institutions (by category) Competing with BoM* 
Mort. Loan|Caisses |Quebec 
Co's Saving 


Se 


consumer 
loans 10 
. (Sch.A) 
mortgage 
loans 
commercial 
loans 


*In addition, the Bank faces many other competitors in banking 
related functions, eg. automobile companies (for car loans), 
department stores (for credit cards) and consumer’ loan 
companies. ' 

**Though some eo eae c is likely, these figures fairly 
reflect the number major competitors in these two 
categories (the eee a insurance companies, for example, 
included only those that were federally incorporated). 
Commercial lending by mortgage, loan and insurance companies 
is not accounted for in the table. 


money from one financial institution to another in search of the 
highest rates; credit unions and trust companies offer interest 
rates at generally the same level as banks. Similarly, most 
borrowers are well informed as to the terms available in the 
marketplace. Central bank regulation of the money supply 


reinforces the uniformity of rates. 
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It is the market that sets the level of interest rates. 
The rate that banks charge their most creditworthy customers 
-- the so-called prime rate -- is set by each bank in 
response to economic factors to achieve a commercially viable 
income while meeting the competition. The bank's prime rate 
is not a cause of the cost of money, but a consequence of the 
cost of money from savers, and of government policies. The 
Government of Canada, through its monetary, fiscal and other 
policies, and the Bank of Canada have a major influence on 
the level of nominal interest rates. 

While banks are not in control of the level of interest 
rates, and are not in a position to subsidize entire sectors 
of the economy, no group is more directly involved in efforts 
to solve the problems of those most immediately affected by 
extraordinary interest’ rates: Canada's farmers, small 
businesses and mortgage holders. The banks have kept funds 
available to these groups -- in many cases through innovative 
financing plans. 

High Interest Rates: Who Benefits? 

Another public misconception is that banks profit from 
high interest rates. They do not. Historically, whether the 
prime has been set at 5% or 20% has been largely irrelevant 
to bank profit levels. For example, over the five-year 
period from 1977 to 1981, when the average Bank of Montreal 


prime lending rate rose steadily from 8.77% to 18.91%, the 
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Bank's rate of profitability -- measured in terms of return on 


average assets -- fluctuated around an average of 63 cents per $100 


(see Chart V, also Appendix 11). 


Last year, when the Bank's prime 


AVERAGE PRIME RATE VS 


CHART V 
AVERAGE PRIME RATE J 
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CHART VI 
AVERAGE PRIME RATE ve 
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CHARTS V & VI 


A five-year history of the average prime rate compared to the 


return on average assets and 


‘taxable equivalent" spread. 


Spread is the gross difference "taxable equivalent’ basis. 


between the rate the Bank earns 
and the rate it pays. Because 
some income is received on an 
after-tax basis, in order to 
make all the figures’ truly 
comparable, this income must be 
recalculated as if it had been 
received on a before-tax 
basis. This is known as the 


Although the Bank's prime rate 
has risen steadily for the past 
five years (from 8.77% to 
18.91%), spread has in fact been 
declining while return on assets 
has remained relatively stable. 
This indicates that high 
interest rates do not improve 
the Bank's spread. 


ue ob ieee 


(aw 

. he 

jh. a hes OS 
yr - 8 

4 : 


7 1 
_ at iy lw Pad . : 
4 fa) 


j j ‘A 4 ' 
a és Ww 7 
q u 
. 4 
:) 


ae 


“yeei ose) ete 


fee; oaer @ve: eres Vet” exe; swetl= 


ah ae 

alld o9 bes fe oir - is 

- beers me BIOs =a tae 

plead “*inalevte a!essso > Sip ent &f Seewe ~~ 
a4ax amiuq ef dae aff MpvodnTs Qantas ons s2e7 end asowsed 


sessed .eypq 7) ages ef3 Bae © 
ne co beviepey #1 smouni eROR. © 
et ibys af \eieed  202-703%s 


jesq sft wo? ylliaste noes ast 
os 45°. mowt) eseay  s¥ea 


~eed 3583 nl aed Hesse , (RtC.EFT 
| afeoas oo asuiss elidw paieiioet 
_sidede vfeviseley bentemes tas 
dobd jong sosspibnar el A? 
syosqnr gon of sein: JesIsins 


.beoves 2'Anetl on? 


yiuas priced oft tis otsa 
soi yaum emoont elf? ,eldetaqnoa 
need bert 3t 3 #6 Ssdslvuoleoss 
tei-axoted ¢ ag . bevtepes 
ody a6 riwont 22 eld? .eieed 


S 
- 


ra a 


averaged 18.91%, profits were 64 cents per $100 of assets. 
In other words, profitability remained remarkably consistent 
over a period during which the prime nearly doubled. In the 
first half of this year, the Bank experienced lower 
profitability. With the prime rate averaging 17.1%, return 
On assets fell to an annual rate of 42 cents per $100. 

The two principal determinants of bank profits are 
volume and "spread". The volume of the Bank's business, as 
noted earlier, has grown immensely. The Bank's spreads -- 
the difference between what it must pay for funds and what it 
can collect on loans -- have remained fairly constant over 
the long haul. Over the five-year period from 1977 to 1981 
(see Chart VI, also Appendix 11), when the Bank's average 
prime rate more than doubled, spread averaged 3.01%. Last 
year, with the prime at 18.91%, the Bank's spread was 2.84% 
-- lower, not higher. 

In the short term, interest rates have an effect on 
spreads and thus on bank profits, but the effect has little 
to do with whether rates are high or low. It has to do with 
shifts, particularly volatile shifts, in the level of 
interest rates. When interest rates are in a phase of rapid 
climb, spreads tend to widen. This is because the floating 
rates on many of the Bank's commercial loans -- the rates 
tied directly to prime -- move up more quickly than the 


average interest rate on deposits. This is because a portion 
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of those deposits are for fixed terms, with interest rates 
which are adjusted only when the deposits mature. But this lag 
in deposit rates is temporary, and it applies in reverse when 
interest rates go down. During periods of rapid decline, 
lending rates drop more quickly than deposit rates. 

In short, upward and downward trends cancel each other 
out over time. In’ the ~£irst quarter off’ this year, 4.£0r 
example, the overall trend was downward. During the first 
eight weeks of the quarter, the Bank of Montreal's prime rate 
dropped 3.5 percentage points, and the result was both a 
notable narrowing in spreads and a notable decline in first 
OW ct profits: 

Some Canadians believe that the Bank has’ widened 
specific spreads, notably those .on retail and commercial 
loans. The fact is that although specific spreads have 
varied over time, average Bank-wide spread has_ remained 
remarkably consistent over the longer term (See Charts VII, 
VIII, and IX, also Appendix 12). 

High interest rates, far from benefiting the banks, have 
a negative effect on them. The most important impact is on 
deposit costs. The volume of Bank of Montreal deposits has 
grown almost 24% times since 1977 -- from $23.0 billion to 
almost $54.6 billion. Interest costs increased more than six 
times. In 1977, the Bank paid a total of $1.1 billion to 


depositors. Last year, it paid $6.8 billion to depositors for 
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only 23 times the volume of deposits. 


To look at these figures from another perspective, since 


AVERAGE MONTHLY RATE ror 1 YEAR MORTGAGE TERM 
% AVERAGE MONTHLY RATE FOR 1 YEAR GIC TERM 
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CHARTS VII, VIII & IX 


Spreads. The three charts above and on the next page portray 

spreads between the rates of interest on the following 

instruments: 

a) The rate paid to raise money for a one year mortgage 
(through Guaranteed Investment Certificates) compared to 


what the Bank can charge for that mortgage. 


b) The Prime Rate (which is the rate charged to the most 
creditworthy customers) versus the True Savings Rate. 
CG) The Prime Rate versus the Term Deposit Receipt Rate (which 


is a cost of raising large amounts of funds). 
It is apparent that on a monthly basis, some variation is 
evident in all three charts; however, over time Bank-wide 
these variations tend to cancel each other out. Overall Bank 
spread has consequently remained remarkably consistent over the 


years. 
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- AVERAGE MONTHLY PRIME RATE 
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1977 the Bank's interest revenue grew at an annual compound 
rate of 45.5%, ten percentage points lower than interest 
expenses, which grew at 55.7% (see Appendix 13). Savers have 
benefited from high interest rates; the banks have not. 

A second negative effect of high interest rates on banks 
is the growing number of loan losses from borrowers’ both 
large and small -- sovereign countries, major corporations, 
small businesses, farmers and consumers. The Bank of 
Montreal has substantially increased its provision for these 
losses. 

Taxes 

Another misconception concerns bank taxes. 

The Bank's tax payable to the federal Government is 
determined by two key factors. The first is the tax rate. 
In recent years, the Bank of Montreal's tax rate has fallen 
and, as a result, the provision the Bank has made for taxes 
has not grown at the same rate as profits. This is because 
the Bank has offered non-taxable, low-interest "loan 
substitutes" established by the federal Government as a 
business incentive for certain borrowers. These tax 
incentives did not benefit the Bank. As intended by the 
Government, they helped borrowers. The Bank simply passed 
the tax savings on to borrowers in the form of lower interest 
rates. Tax rates on ordinary loan revenue have not fallen 
(see Appendix 14). 


The second factor, which has also reduced the Bank's 
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federal tax bill, is the established system of foreign tax 
credits. In accordance with accepted principles’ of 
international taxation, the Canadian Income Tax Act permits 
the Bank to claim credits for taxes paid to foreign 
governments on income earned abroad. This practice is based 
on the principle that double taxation of overseas profits 
would be inequitable and seriously harm international 
business. 

The Bank forgoes hundreds of millions of dollars in 
interest income each year due toythe requirement that it 
maintain non-interest-bearing deposits with the Bank of 
Canada. This is’ not a direct tax, but is a 
Government-imposed cost of business. The Bank's direct 
competitors in key markets -- trust companies, mortgage loan 
companies, credit unions and caisses populaires -- do not 


bear this cost. 
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V. REVENUE AND PROFITS* 


Over the past five years, the Bank has’ substantially 
improved its efficiency and maintained its profitability 
despite sharp rises in its interest expense. These trends are 
most evident when profits, interest expense and overhead costs 


are related to total revenues (See Chart X). Revenue may be 


PERCENTAGE BREAKDOWN OF TOTAL REVENUE 


CHART X 
1977 1978 1979 
Profits after Profits after Profits after 
Taxes rates 
6.1 60 
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Interest Expenses 
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Interest Expenses 
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*See Appendix 15. 
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viewed as an alternative measure of the Bank's dollar volume of 
business, although in banking it is a less commonly used 
measure than assets. Bank profits as a percentage of revenues 
translate into a profit margin equivalent to the net profit 
margin of a manufacturing company. 

Over the past five years, the Bank's revenue has more than 
quadrupled -- from $2.0 billion in 1977 to $8.5 billion in 1981 
-- reflecting increases in the volume of business, rising 
interest rates on loans, and growth in other revenue. As is 
apparent from Chart X, however, interest payments to depositors 
have absorbed a rapidly increasing portion of Bank revenue -- 
evidence, again, that banks are vitally affected by high 
interest rates. 

The Bank has been able to accommodate rising interest 
expense by halving the portion of revenues going to cover 
overhead (operating expenses) since 1977. Profit margins have 
remained generally stable, although squeezed somewhat in the 
last two years. 


Compare the revenue pictures of 1977 and 1981: 


1977 1981 
Interest expense 57.7% 80.4% 
Operating expenses 6125 14.2 
Taxes 4.7 1.2 
Profits 6.1 4.2 


100.0% 100.0% 
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Conclusion 

Healthy bank profits are essential: to give confidence 
to bank shareholders and depositors; to assure the basic 
soundness and stability of the Canadian banking system; and 
to fund the borrowing needs of businesses, farmers, 
homeowners, everyone. 

The future development of the Canadian economy depends 
upon a steady expansion of bank credit -- first, to help 
finance Canadian business through this difficult period, and 
then to spur the investment needed to fuel economic recovery. 

The question about bank profits must be reduced to this: 
are they high enough to allow Canadian banks to meet the 
credit needs of the Canadian economy? 

Over the longer term, banks must improve profitability 
to further build the capital resources vital to loan growth. 
At the same time productivity must continue to improve. 
Clearly, when called upon, Canada's banks will play a 
critical role in generating - and sustaining economic 
recovery. The Bank of Montreal, having moved decisively to 
expand its capital and, therefore, its lending capacity, is 
already positioned to help Canada meet the economic 


challenges that lie ahead. 
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Appendix I 


DEFINITIONS 


In reading a brief on economic matters, an understanding 
of the basic terms used is essential. This is all the more so 
in the case of the banking industry, which uses in its own 
special way some terms which for other industries may carry 
different meanings. The following seven definitions are of 
particular importance to an understanding of this brief. 

1. Bank Assets: financial claims the bank holds on others, 
plus bank fixed assets. This is the usual measure of a 
bank's volume of business. First, and by far most 
Significant, is loan money owed to the bank; second, cash 
resources; third, investments held by the bank; and 
fourth, although tiny compared to the first three, real 
estate holdings (fixed assets) owned by the bank. 

Ze Bank Liabilities: financial claims held by others on the 
Bank. Money we owe to our depositors. 

Be Return on Assets (ROA): after-tax earnings of the bank 
divided by average total assets. This is a measure of the 
rate of profitability of a financial institution in terms 
of what might be called its total volume of business. It 
compares the profitability of different banks or of a 


single bank from one time period to another. 
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Spread. There are two common usages: (1) the percentage 


difference between what the bank pays for funds and what 


it earns on loans. This is normally how we describe 


spread for a specific type of loan. (2) net interest 
income divided by average assets. This is normally how we 
calculate average bank-wide spread. 

Return on Equity (ROE): after-tax earnings divided by 
average shareholders' investment, including accumulated 
appropriations for losses. This is another measure of 
profitability, this one of critical importance to bank 
shareholders. This measure assists an investor to compare 
investment opportunities among different industries or 
among firms within a given industry. 

Capital. This is made up of three components: 
shareholder money invested in bank stock and earnings 
reinvested in the bank; bank debentures; and accumulated 
appropriations for losses. 

Capital-to-Assets Ratio: total shareholders' investment 
divided by total assets. This is a measure of the 
proportion of bank funding which comes from the bank 
shareholders' own money as opposed to bank deposits. 


(Capital in this definition excludes bank debentures. ) 
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